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Preface 



C onsolidating Financial Statements is de- 
signed to assist financial officers of both 
public and independent institutions in 
consolidating their financial statements with those 
of their institutions’ related entities or subsidiaries. 
This publication is intended to serve as a desktop 
reference for chief financial officers, controllers, and 
their staff. 

Chapter 1 covers generally accepted account- 
ing principles and other accounting literature per- 
taining to consolidation procedures. The chapter 
summarizes reporting rules issued by the Financial 
Accounting Standards Board (FASB) and the Gov- 
ernmental Accounting Standards Board (GASB) — 
as well as other pertinent statements, opinions, 
bulletins, etc. — that influence the way in which 
colleges, universities, and other not-for-profit en- 
tities consolidate their financial statements. 

Chapter 2 describes methods of consolidation 
that are currently recognized as acceptable and the 
applicability of these methods to colleges and uni- 
versities. This chapter also reviews relationships 
between two or more not-for-profit organizations 
and between a reporting not-for-profit and a for- 
profit organization. 



Chapter 3 focuses on reporting issues related 
to consolidation, namely elimination of intercom- 
pany transactions, conformity of accounting prin- 
ciples, and display. 

Consolidating Financial Statements also contains 
a case study that demonstrates the application of 
principles described in the book. The case study 
applies these principles by presenting scenarios in- 
volving five subsidiary relationships with a parent 
institution. 

Appendices A through F contain reprinted cop- 
ies of the consolidation guidelines, standards, and 
policies covered in this publication. These pro- 
nouncements — which come from FASB, GASB, 
and the American Institute of Certified Public Ac- 
countants (AICPA) — are reprinted in their entirety 
or in part, depending on their relevance to the is- 
sues addressed in the book. 

Although the guidance upon which Consolidat- 
ing Financial Statements is based is the most up- 
to-date information available at the time of publi- 
cation, much of this documentation is still under 
review and subject to change. Once pronounce- 
ments are released in their final forms, NACUBO 
will publish a revised edition of this book. ❖ 
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Introduction 



F inancial officers at colleges and universities 
are charged with the important task of pre- 
paring financial statements that provide a fair 
presentation of their institutions’ economic re- 
sources, obligations, and net resources. However, 
in the increasingly broad and complex world of 
higher education finance, this task is proving more 
and more challenging. Accurate reporting is fur- 
ther complicated by the financial relationships 
many institutions have entered into with both not- 
for-profit and for-profit entities. 

In the past, reporting standards in higher edu- 
cation have not been consistently or comparably 
applied. As a result, users of financial statements 
often have difficulty analyzing one institutions fi- 
nancial information with that of other colleges or 
universities. Because the primary users of these state- 
ments include rating agencies, bond underwriters 
and other creditors, donors, taxpayers, and boards 
of trustees — a group that ranks second only to stu- 
dents as the major provider of economic resources — 
the importance of providing clear and accurate 
financial information cannot be overemphasized. 

According to Financial Accounting Standards 
Board (FASB) Concepts Statement No. 4, Objec- 
tives of Financial Reporting by Nonbusiness Organi- 
zations , not-for-profit organizations should report 
in their financial statements information “that is 
useful to resource providers ... in making rational 
decisions about the allocation of resources to those 
organizations . . . [which] is comprehensible to those 







who have a reasonable understanding of an organi- 
zations activities and are willing to study the infor- 
mation with reasonable diligence” (paragraph 35). 
Paragraph 43 further states that “financial report- 
ing should provide information about the economic 
resources, obligations, and net resources of an or- 
ganization and the effects of transactions, events, 
and circumstances that change resources and inter- 
ests in those resources.”These two statements make 
it clear that consolidation is an accounting issue 
that should be addressed in the college and univer- 
sity environment. 

Consolidation involves combining the finan- 
cial statements of the parent institution with those 
of its related entities after inter-entity payables, re- 
ceivables, and transactions have been eliminated. 
In the final presentation of consolidated financial 
statements, it appears as if the group of consoli- 
dated entities were a single entity. 

The most important issues to consider in de- 
termining whether a related entity should be con- 
solidated are control, ownership, and economic 
interest. The relationship between a not-for-profit 
reporting entity and a for-profit entity has in the 
past resulted in varied reporting. This situation of- 
ten has resulted from homogeneity issues or cases 
where ownership of a majority voting interest or a 
large minority interest has enabled the not-for-profit 
to control the for-profit entity. Because of the ab- 
sence of stock issuance, ownership issues between 
not-for-profit organizations are even more confus- 
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ing. In many cases the aspect of control in the not- 
for-profit environment is more subjective, focus- 
ing on board control, working relationships and 
agreements, and ultimate economic benefit. 

Independent universities that report under 
FASB rules are required to follow Statement of Fi- 
nancial Accounting Standards No. 94, Consolida- 
tion of All Majority-Owned Subsidiaries (SFAS No. 
94), which amended Accounting Research Bulle- 
tin No. 51, Consolidated Financial Statements (ARB 
No. 51); Accounting Principles Board Opinion No. 

1 8 , The Equity Method of Accounting for Investments 
in Common Stock (APB No. 18); along with the 
American Institute of Certified Public Accountants 
(AICPA) Statement of Position 94-3, Reporting of 
Related Entities by Not-for-Profit Organizations (SOP 
94-3). These pronouncements comprise the gen- 
erally accepted accounting principles for reporting 
related entities in the financial statements of inde- 
pendent colleges and universities. 



Public universities that report under the rules 
of Governmental Accounting Standards Board 
(GASB) follow GASB Statement No. 14, The Fi- 
nancial Reporting Entity (GASB No. 14) for direc- 
tion on combining issues.The standards for public 
institutions refer more to combined financial state- 
ments and related entities than to the traditional 
concepts of consolidation, which is in keeping with 
the fund presentation model that is used by gov- 
ernmental organizations. 

GASB No. 14 creates standards in the govern- 
mental (including governmental colleges and uni- 
versities) arena for defining the financial reporting 
entity and its component units. The GASB expo- 
sure draft, The Financial Reporting Entity — Affili- 
ated Organizations y is a proposed update to GASB 
No. 14. This exposure draft, which is included as 
appendix E of this guide, brings additional consid- 
erations to the entities to be included in the re- 
porting organizations financial statements. ❖ 



Generally Accepted 
Accounting Principles 
and Other Accounting Literature 



T his chapter covers generally accepted ac- 
counting principles (GAAP) and other pub- 
lished accounting guidelines that address 
consolidation issues. It summarizes Financial Ac- 
counting Standards Board (FASB) and Governmen- 
tal Accounting Standards Board (GASB) standards 
that affect the reporting practices of independent 
and public institutions, analyzes other rulings and 
opinions on consolidations, and provides guidance 
for Financial officers who must use these principles 
to determine the extent to which their institutions 
subsidiaries should be consolidated and disclosed. 

Generally Accepted Accounting 
Principles 

Accounting Research Bulletin No. 5 1 (ARB No. 
51) was issued in August 1959 and remained the 
authoritative accounting principle on consolidation 
until the release of Statement of Financial Account- 
ing Standard No. 94 (SFAS No. 94) in October 
1987. Before FASB Concepts Statement No. 4 was 
issued in December 1980, most colleges and uni- 
versities either did not consider ARB No. 5 1 appli- 
cable to college and university financial reporting 
or used the exclusion paragraphs on nonhomo- 
geneity to avoid consolidating their subsidiaries’ 
financial statements with their own.’ In the past, 
many in the nonprofit sector have felt that since 



“generally accepted accounting principles” did not 
(until recently) specifically apply to not-for-profit 
organizations, tremendous leeway existed as to how 
these principles might be individually or collectively 
employed. FASB Concepts Statement No. 4 was 
FASB s first attempt to address the financial report- 
ing requirements of a nonbusiness organization and 
to define the distinctions between nonbusiness and 
business organizations. Concept statements do not, 
however, create accounting principles, nor do they 
change or amend current accounting principles. 
FASB recognizes that certain inconsistencies may 
exist between nonbusiness and business financial 
reporting requirements. SOP 94-2, The Application 
of the Requirements of Accounting Research Bulletins, 
Opinions of the Accounting Principles Board, and 
Statements and Interpretations of the Financial Ac- 
counting Standards Board to Not for- Profit Organi- 
zations, clarified the issue of applicability of 
accounting standards to not-for-profit organiza- 
tions, and reference should be made to that pro- 
nouncement when questions arise concerning the 
applicability of any of policies and guidelines dis- 
cussed in this chapter. 

ARB No. 51, Consolidated Financial 
Statements (As Amended) 

Accounting Research Bulletin No. 51, Consoli- 
dated Financial Statements (ARB No. 51), establishes 
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the basic principal and requirement for consolida- 
tion — that when a parent company has a control- 
ling financial interest in a subsidiary company, 
consolidated statements provide a more fair and 
meaningful presentation than separate statements. 
SFAS No. 94, which is discussed below, amended 
ARB No. 51 and now provides the basic standards 
and guidelines for consolidation. Sections of ARB 
No. 51 that are still applicable and the basis for 
accounting guidance are outlined as follows. 

ARB No. 51 specifies that an exclusion based 
on differing fiscal periods is not appropriate. The 
most ideal reporting circumstance is when the par- 
ent and subsidiaries have the same fiscal periods. 
However, it is generally acceptable to consolidate 
statements in cases where the reporting difference 
is no greater than three months, with the differ- 
ence disclosed in the footnotes. When the differ- 
ence in reporting periods is greater than three 
months, the preferred method is to adjust the fi- 
nancial statements of the subsidiary to that of the 
reporting parent. In this situation, the consolida- 
tion policy should be clearly disclosed either in the 
statements themselves or in the footnotes. 

According to ARB No. 5 1 , the appropriate pro- 
cedure for consolidation is to eliminate inter-orga- 
nization balances and transactions. It is important 
to remember, however, that eliminations apply not 
only to the balance sheet but also to the statement 
of activity. Preparers of financial statements should 
also keep in mind that Statement of Financial Ac- 
counting Standards No. 117, Financial Statements 
of Not- for 'Pro fit Organizations (SFAS No. 117), 
provides that “interfund” balances should be elimi- 
nated for financial reporting in as much as they are 
not assets or liabilities of the entity as a whole. 

When an organization is acquired during the 
year by a not-for-profit entity, two basic methods 
are used to reflect the consolidation of the opera- 
tions of the acquired entity. The most widely used 
method of both for-profit and not-for-profit enti- 
ties is to include only the revenue and expenses of 
the subsidiary from the date of acquisition. The 
other method is to include the subsidiary as though 
it had been acquired at the beginning of the year 



and deduct the preacquisition earnings at the bot- 
tom of the income statement. This second method 
does not appear to be prevalent in actual practice. 
The unique structure of the statement of activities 
that colleges and universities use allows for a vari- 
ety of ways to show the consolidation of a subsid- 
iary. For this reason, institutions should fully explore 
this area with their external auditors to determine 
the most effective display for a fair presentation. 

APB No. 18, The Equity Method of 
Accounting for Investments in 
Common Stock 

After ARB No. 51, Accounting Principles Board 
Opinion No. 18, The Equity Method of Accounting 
for Investments in Common Stock (APB No. 1 8), was 
the next pronouncement issued that dealt with ac- 
counting for investments in related entities. APB 
No. 1 8 reaffirmed the concept of consolidation and 
took it one step further by providing the guidance 
on accounting in situations where less than a con- 
trolling interest exists but the investment enables 
the investor to exercise significant influence over 
the operating and financial policies of an investee. 
APB No. 18 stipulates that, in this situation, the 
investor must use the equity method and follow 
very specific accounting, reporting, and disclosure 
requirements for investments for which the equity 
method is required. Although APB No. 18 was 
amended by FASB SFAS No. 94 (described below), 
its basic guidance is still the authoritative literature 
on accounting for transactions using the equity 
method. 

FASB SFAS No. 94, Consolidation of All 
Majority-Owned Subsidiaries 

FASB Statement of Financial Accounting Stan- 
dards No. 94, Consolidation of All Majority-Owned 
Subsidiaries (SFAS No. 94), which was released in 
October 1987, basically reaffirmed the concept of 
consolidation under ARB No. 51 and the use of 
the equity method under APB No. 18, but elimi- 
nated the exceptions that had been provided in 
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those statements. SFAS No. 94 requires consolida- 
tion of all majority-owned subsidiaries unless con- 
trol is temporary or does not rest with the majority 
owner, as in a case of bankruptcy or corporate reor- 
ganization. The statement also makes clear that for 
use as general purpose financial statements, parent 
company statements are not a valid substitute for 
consolidated financial statements. This becomes 
very significant in relation to SFAS No. 117 s re- 
quirement that entities must be reported as a whole. 

As part of its project on the reporting entity, 
FASB is currently reconsidering consolidation of 
related entities or subsidiaries controlled by virtue 
of a significant minority interest, a contract or lease, 
an agreement with other stockholders, trust rela- 
tionships, or a court decree. 

AICPA Statement of Position 94-3, 

Reporting of Related Entities by Not-for- 
Profit Organizations 

The American Institute of Certified Public 
Accountants (AICPA) Not-for-Profit Organizations 
Committee Statement of Position 94-3, Reporting 
of Related Entities by Not-for-profit Organizations 
(SOP 94-3), was released on September 2, 1994, 
and is effective for financial statements issued for 
fiscal years beginning after December 1 5, 1994. The 
SOP makes an exception for not-for-profit organi- 
zations with less than $5 million in total assets and 
less than $ 1 million in annual expenses, which are 
allowed an additional year before implementation 
is required. 

SOP 94-3 provides specific guidance for imple- 
menting ARB No. 51, APB No. 18, and SFAS No. 
94 as they relate to specific not-for-profit invest- 
ment issues. The SOP considers the entities’ rela- 
tionships and the nature of their activities as the 



primary determinants of consolidation and the ex- 
tent of disclosure. SOP 94-3 also requires report- 
ing a not-for-profit organization to consolidate the 
statements if it owns a majority voting interest in 
the for-profit organization. 

In accordance with APB No. 18, SOP 94-3 also 
requires use of the equity method of accounting 
for reporting an interest in a for-profit entity when 
the reporting not-for-profit has a large minority 
interest (but less than a 50 percent voting interest) 
and the reporting entity has the ability to exercise 
significant influence over the operating and finan- 
cial policies of the investee. However, if the report- 
ing not-for-profit reports all of its investments at 
market value (an acceptable practice for colleges and 
universities) it is not required to use the equity 
method. 

Financially interrelated not-for-profit organi- 
zations should be consolidated when the reporting 
not-for-profit exercises control (through a major- 
ity ownership or majority voting interest on the 
board) and has an economic beneficial interest in 
the related not-for-profit. If control exists by means 
other than a majority ownership 1 or majority vot- 
ing interest on the board and an economic benefi- 
cial interest exists, then the reporting not-for-profit 
may consolidate but is not required to do so. Un- 
der these conditions, if the statements are not con- 
solidated, the reporting not-for-profit is required 
to disclose in the footnotes the name of the subsid- 
iary, its relationship to the reporting organization, 
and the financial data. 

SOP 94-3 makes it clear that both an economic 
beneficial interest and “control,” must exist before 
consolidation of two interrelated not-for-profit 
entities is required. Control is defined in SOP 78- 
10, Accounting Principles and Reporting Practices for 
Nonprofit Organizations , as the “direct or indirect 



1. Control can exist in various forms including by contract, by lease, or by agreement with other 
shareholders. 
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ability to determine the direction of the manage- 
ment and policies through ownership, by contract, 
or otherwise (paragraph 42). According to SOP 78- 
10 and 94-3, economic beneficial interest exists 
when: 

“a) . . . entities solicit funds in the name of . . . the 
reporting organization, and . . . the funds so- 
licited are intended ... or otherwise required 
to be transferred to the reporting organization 
or used at its discretion or direction. 

b) A reporting organization transfers ... its re- 
sources to another . . . entity whose resources 
are held for the benefit of the reporting organi- 
zation. 

c) A reporting organization assigns functions to a 
controlled entity whose funding is primarily 
derived from sources other than public contri- 
butions.” 

SOP 94-3 is intended to amend and make uni- 
form the audit guides Voluntary Health and Welfare 
Organizations , Colleges and Universities , and Cer- 
tain Nonprofit Organizations y and SOP 78-10. SOP 
94-3 will be incorporated into the AICPAs new 
not-for-profit audit and accounting guide, which 
will consolidate and supersede the existing audit 
guides. 

FASB has ongoing projects on consolidations 
and related matters (of which Discussion Memo- 
randum No. 107-A, described later in this chapter, 
is only one phase). The ultimate resolution of these 
projects could change the current and recom- 
mended reporting guidelines, but completion dates 
for these projects are difficult to predict. 



GASB Statement No. 1 4, The Financial 
Reporting Entity 

GASB Statement No. 14, The Financial Report- 
ing Entity (GhSR No. 14), released in June 1991, 
defines the financial reporting entity based on the 
concept of financial accountability. In this context, 
financial accountability is analogous to control and 
level of ownership. The financial reporting entity 
is the primary government (including all organiza- 
tions that define its legal entity), organizations that 
report to the primary government, and other orga- 
nizations that have a relationship with the primary 
government of such significance that to exclude 
them would lead to incomplete financial state- 
ments. 

GASB No. 14 goes on to define a component 
unit of a primary government as one that is fiscally 
dependent on the primary government. The com- 
ponent unit does not have the authority “to adopt 
its budget, levy taxes or set rates or charges, or issue 
bonded debt without approval by the primary 
government.” According to the statement, public 
colleges and universities would be defined as com- 
ponent units of the primary government. The state- 
ment makes clear that the rules for combined 
reporting apply equally to component units. 2 

Financial accountability is defined in GASB No. 
14 as the ability to appoint a voting majority of the 
board of another entity and either (1) the ability to 
“impose its will” on the other entity, or (2) the 
potential to receive economic benefits or liabilities 
from the other entity. 

The structure of this statement makes clear that 
a majority voting interest on the board might not, 
by itself, determine control. The ability of the re- 
porting entity to significantly influence the oper- 
ating activities or services of the component unit 
defines the reporting entity s ability to “impose its 



2. In further discussions of GASB Statement No.l4, the term “component unit” will be substituted for primary 
government and will mean public colleges and universities and/or their subsidiaries. 
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will.” This is the more classic definition of control, 
with the term “majority voting interest” taking on 
the aspects of level of ownership. In this situation, 
GASB then says that control, as previously defined, 
does not need to exist if level of ownership exists 
and the potential for financial benefit or burden 
exists. 

Under the GASB rule, a financial benefit or 
burden is present if the component unit “(a) is le- 
gally entitled to or can otherwise access the 
organizations resources; (b) is legally obligated or 
has otherwise assumed the obligation to finance the 
deficits of, or provide financial support to, the or- 
ganization; or (c) is obligated in some manner for 
the debt of the organization.” 

The definition of display requirements is more 
specific under the GASB rule than under FASB 
rules. GASB identifies three types of presentations: 
discrete, blended, and disclosure. A discrete pre- 
sentation incorporates separate columns in the re- 
porting entity’s financial statements to present the 
components financial activity. A blended presen- 
tation is used when the activities between the re- 
porting entity and the component unit are so 
intertwined as to be part and parcel of each other. 
A disclosure presentation in the notes is required 
to distinguish between discretely presented com- 
ponents and blended components, as well as to de- 
scribe the component units and their relationship 
to the reporting entity. Disclosure is also required 
for unconsolidated activities. Relationships with 
other organizations, joint ventures, jointly governed 
organizations, and governments require footnote 
disclosure. The GASB statement was effective for 
fiscal years beginning after December 15, 1992. 

Other Accounting Literature 

Aside from the FASB and GASB standards de- 
scribed above, several other principles and guide- 
lines have been released that affect the way in which 
colleges, universities, and other not-for-profit en- 
tities handle consolidation issues in their financial 
statements. This section describes these principles 



and explains the effect of each on not-for-profit 
reporting practices. 

FAS Discussion Memorandum No. 107-A, 
Consolidation Policy and Procedures 

The Financial Accounting Series (FAS) Discus- 
sion Memorandum No. 107-A, Consolidation Policy 
and Procedures (DM No. 107-A), was issued on 
September 10, 1991. DM No. 107-A does not spe- 
cifically address the needs or requirements of not- 
for-profit organizations, which are addressed in the 
FAS preliminary views on consolidation policy, 
another phase of the broad project on consolida- 
tions. Recent FASB pronouncements are taking the 
not-for-profit sector into a realm of financial re- 
porting that is far more similar to business enter- 
prises than was the case in the past. FASB recognizes 
that the resolution of consolidation issues for busi- 
ness enterprises could affect the way these issues 
are resolved for not-for-profit organizations. The 
most critical areas that may be affected are control 
and ownership. The definitions of control and 
ownership— and the need for one or the other or 
both to be present for consolidation — will be key 
points, since ownership alone has less applicability 
in the not-for-profit sector than it does in the busi- 
ness sector. 

DM No. 107-A presents seven issues as the pri- 
mary factors for consideration in developing the 
policies and procedures for preparing consolidated 
financial statements. Since this is a discussion 
memorandum, no specific conclusions are drawn. 
Rather, FASB provides alternatives and invites pub- 
lic response before reaching its final decisions. Sev- 
eral of the issues have subissues, and only those 
relevant to colleges or universities will be presented 
here. 

Issue 1: Issue 1 addresses conditions pointing 
to consolidation of a subsidiary. This issue is 
primary to all others in the decision to consoli- 
date and revolves around (a) the concepts of 
control and ownership, (b) whether one or both 
is necessary, (c) the determination of when they 
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exist (e.g., in fact or by presumption), and (d) 
the extent to which a beneficial interest exists 
in a subsidiary. This issue is presented in depth 
in chapter 2. 

Issue 2: Issue 2 deals with the treatment of a 
subsidiary’s assets and liabilities in the consoli- 
dated statements at the date of acquisition. 

Issue 3: Issue 3 covers changes in a parents pro- 
portionate interest in a subsidiary resulting from 
purchases and sales of the subsidiary’s stock. 

Issue 4: Issue 4 addresses elimination of inter- 
company payables, receivables, sales, purchases, 
and profits and losses. This issue deals with the 
sale of inventory between parent and subsid- 
iary, in both directions, and the sale of assets 
between two subsidiaries. 

Issue 5: Issue 5 covers display of noncontrolling 
minority interests in consolidated statements. 

Issue 6: Issue 6 deals with conformity of ac- 
counting policies in consolidated statements. 

Issue 7: Issue 7 addresses differing fiscal peri- 
ods between a subsidiary and a reporting parent. 

FAS Preliminary Views Document on 
Consolidation Policy 

FAS Preliminary Views (PV) Document on 
Consolidation Policy was issued on August 26, 
1994, with a comment period through December 
31, 1994. This document is intended to address 
the consolidation requirements of not-for-profit 
organizations, as well as other entities, and will re- 
sult in an exposure draft on consolidation policy 
that will amend and update ARB No. 3 1 and SFAS 
No. 94. The PV takes the position that the eco- 
nomic relationship between organizations — and the 
resulting control of one organization over an- 
other — is a more significant determinant of affili- 
ated organizations (and thus a better indicator of 



the need for consolidation) than the organizations’ 
legal form or their ownership of a majority voting 
interest. This document expands both the scope 
and the concept of consolidation policy. 

The PV lists three issues as determinants in 
consolidation policy: 

Issue 1: Control is defined as the ability of a 
controlling organization to have the “power to 
use or direct the use of the individual assets of 
[a controlled entity] to achieve the objectives 
of the controlling entity.” Does that definition 
properly apply to not-for-profit organizations? 

Issue 2: The definition of the objective of a not' 
for-profit organization is “to provide needed 
goods or services to its beneficiaries or other 
constituents.” Does this description aid in de- 
termining the application of the control 
concept? 

Issue 3: If control exists but with a minimum 
level of equity ownership or other beneficial in- 
terest, should consolidation be precluded? The 
tentative conclusion is that consolidation 
should still apply. 

The document discusses the forms of control. 
Legal control employs the same definitions used in 
SFAS No. 94, and effective control expands the defi- 
nition of control to include issues of consolidation 
in not-for-profit organizations. Effective control is 
still a difficult concept to employ and requires pro- 
fessional judgment regarding the relationship be- 
tween organizations. Presumptions and indicators of 
control are defined in the document to help resolve 
the question of effective control. 

In a not-for-profit situation, achieving the ob- 
jectives of a controlling entity is further defined as 
providing “needed goods or services to its benefi- 
ciaries or other constituents.” Control is further 
defined as the ability to influence the use of assets 
either directly or indirectly \ 

Legal control is direct control that includes 
majority voting rights, with or without majority 
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ownership (exceptions are rare), and the ability to 
appoint a majority of the members of the board. 
Effective control is indirect control that includes 
substantial minority voting interests to the extent 
that other minority shareholders are overshadowed 
by the controlling entity’s ability to vote its shares 
and, thereby, direct the use of the controlled entity’s 
assets. Also included is the situation where a self- 
perpetuating governing board of a not-for-profit 
organization is established by the controlling en- 
tity. Even though the controlling entity cannot ap- 
point future board members, it may influence 
current board members on the election of future 
board members. 

Effective control can be presumed if an entity 
has the ability to “elect or appoint a majority of the 
members of [the controlled entity’s] governing 
board without the legal right to do so.” Two other 
presumptions of control involve “the ability to take 
control at will in the future without significantly 
increasing an investment in the [controlled] entity” 
and “control through restrictions on a corporation’s 
activities in its charter or bylaws. Control is pre- 
sumed unless there is clear and overriding evidence 
to the contrary.” 

According to the PV, many indicators of effec- 
tive control can help determine whether an entity 
is in fact controlled by another. Indicators are as- 
pects of the relationship between organizations that 
suggest or demonstrate the ability of one organiza- 
tion to control the activities of another. Multiple 
indicators tend to establish credibility that a con- 
trolled relationship exists. 

The FAS Preliminary Views Document on 
Consolidation Policy is reprinted in appendix E. 

GASB Exposure Draft, The Financial 
Reporting Entity — Affiliated Organizations 

The GASB Exposure Draft (ED), The Finan- 
cial Reporting Entity — Affiliated Organizations, was 
issued on December 9, 1 994, with a comment dead- 
line of February 28, 1995, and an expected effec- 
tive date for financial statements for periods 
beginning after December 15, 199 5. The statement 







amends paragraphs 21,41, and 53b of GASB No. 
14 and establishes standards for the definition of 
an affiliated organization and for determining 
whether it is a component unit of the primary 
government’s reporting entity and describes how it 
should be included for financial reporting purposes. 

According to the ED, an affiliated organization 
meets all of the following criteria: 

1. The organization “has separate legal standing, 
where neither direct association through ap- 
pointment of a voting majority of the organi- 
zation’s governing body nor fiscal dependency 
exists.” 

2. The affiliation with the primary government is 
stated in the articles of incorporation. 

3. The affiliation with the primary government is 
stated in the application to the Internal Rev- 
enue Service for tax exempt status. 

The organization is a component unit of the 
primary government if the primary government can 
impose its will on the organization “or if there is 
potential for the organization to provide specific 
financial benefits to, or impose specific financial 
burdens on, the primary government.” A discrete 
presentation is required in the financial statements 
of the reporting entity. 

Financial benefits not paid directly to the pri- 
mary government should be reported as follows: 

1. Salaries and fringe benefits on behalf of pri- 
mary government employees should be classi- 
fied as transfers-out and transfers-in, in 
accordance with [GASB] No. 24, Accounting 
and Financial Reporting for Certain Grants and 
Other Financial Assistance, paragraph 14. 

2. Other payments for which the primary gov- 
ernment is legally liable, such as utility bills, 
should also be reported as transfers-out and 
transfers-in. 
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The Holder Report 

The Holder Report is a research report pub- 
lished in 1986 by FASB titled The Not-for-Profit 
Organization Reporting Entity. This report, written 
by Professor William W. Holder of the University 
of Southern California, discusses the legal organi- 
zational structure of not-for-profit organizations, 
their financial reporting practices, and the needs of 
the users of financial reports. Holder identifies de- 
ficiencies in financial reporting as perceived by us- 
ers of financial statements. Among the central issues 
are (1) the reliability of financial information and 
(2) the need for audited general purpose financial 
statements prepared in accordance with GAAP 
The Holder Report identifies a variety of rela- 
tionships between separate entities that can point 
to common control. According to the report, the 
most common relationships are formed through the 
following means: 

1. Ownership (legal ownership through stock or 
other means, such as membership in a mem- 
bership corporation) 

2. Board membership (the ability to appoint or 
elect a majority of the board or the voting ma- 
jority of the board of one entity, by virtue of its 
bylaws, becomes the voting majority of another 
entity’s board) 

3. Charter or bylaws (the corporate charter limits 
the activities of an entity to those beneficial to 
another entity) 

4. Contract (relationship defined in a written 
contract) 



Applying GAAP for Reporting 
Consolidations 

Despite the uncertainties and incompleteness 
of principles and guidelines for not-for-profit 
reporting, GAAP can and should be applied to not- 
for-profit organizations in the area of consolida- 
tions.The application of prudence, materiality, and 
thoughtful interpretation can help institutions de- 
termine the extent to which its subsidiaries should 
be consolidated and/or disclosed. Frank discussion 
between a college or university and its external au- 
ditors regarding issues of materiality and the use of 
the equity method can offer reassurance as to the 
fairness of the presentation and also preserve the 
external auditors unqualified opinion. When ex- 
ternal auditors have a clear understanding of an 
institutions relationships with not-for-profit sub- 
sidiaries and its investments in for-profit organiza- 
tions, they can offer advice on consolidation 
procedures and policies. While such policies are still 
under review and subject to change, it is prudent 
to involve an external accounting firm in determin- 
ing the requirements for full consolidation. ❖ 
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Conditions and 
Methods of Consolidation 



D etermining whether the need for consoli- 
dation of related entities exists and decid- 
ing how to go about consolidating once a 
need is established are two challenges commonly 
confronted by those charged with preparing the fi- 
nancial statements of a college or university. This 
chapter explores the circumstances that necessitate 
consolidation and summarizes the methods avail- 
able for consolidating financial statements. 

Conditions of Consolidation 

The conditions for consolidation in the not- 
for-profit sector are divided into two distinct sets 
of circumstances: (a) the relationship between two 
or more not-for-profit organizations and (b) the 
parent/subsidiary relationship between a not-for- 
profit entity and a for-profit organization. 

Relationships Between Two or More Not- 
for-Profit Organizations 

The two necessary conditions pointing toward 
consolidation are control and economic interest. 



In a purely not-for-profit environment, the level of 
ownership is generally not determined by the num- 
ber of shares owned or whether those shares repre- 
sent a majority voting interest. 3 More commonly, 
the equivalent to the ownership concept can be 
construed as the ability to control, for example 
through the ability to appoint the board or through 
majority voting interest on the board and as an eco- 
nomic interest in the related not-for-profit. 

Control is defined as the ability to directly or 
indirectly determine the direction of management 
and policies through ownership, by contract or oth- 
erwise, of another entity. SFAS No. 94 and GASB 
No. 14 address control exercised through owner- 
ship of a majority voting interest in another entity. 
Other forms of control (such as by contract, lease, 
court decree, or significant minority ownership) 
were not specifically addressed in SFAS No. 94. 
However, SOP 94-3 provides guidance in the col- 
lege and university environment stating that con- 
trol includes the ability of the reporting not-for- 
profit entity to appoint (from its board, officers, or 
employees) a majority of the board of the separate 
entity. 



3. Ownership can take various legal forms in the not-for-profit environment, including shares of stock, ownership 
certificates, membership certificates, joint ventures, and partnerships. 
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When an economic beneficial interest exists 
along with control in a form other than a majority 
voting interest on the board (for example through 
contract or affiliations), consolidation is permitted, 
but not required. If either control or economic ben- 
eficial interest exists — but not both — consolidation 
is precluded. In all three cases, a fair presentation 
requires that the footnotes contain full disclosure 
of the relationship between the two entities and 
the financial information of the unconsolidated 
entity. 

GASB No. 14 also precludes consolidation for 
forms of ownership other than a majority voting 
interest on the board. However, the GASB discus- 
sion of control implies that a majority voting in- 
terest and the ability of an organization to impose 
its will on another are not one and the same in 
terms of defining control. This distinction is im- 
portant because under GASB rules only a majority 
voting interest on the board is required for the con- 
dition of control to be established. Further, if no 
economic benefit or liability is present but the or- 
ganization does have the ability to impose its will 
along with a majority voting interest, the condi- 
tions for consolidation have been met. 

Independent colleges and universities typically 
have few not-for-profit-related entity relationships 
which are not already included in their financial 
statements. Public colleges and universities have 
more frequently formed legally separate and un- 
consolidated not-for-profit relationships than in- 
dependent institutions. Customary examples of 
not-for-profit subsidiary relationships which should 
be considered for consolidation under both sets of 
rules would be auxiliary operations (dining, hous- 
ing, and bookstores), public radio stations, research 
and fund-raising organizations, and hospitals. 

Relationships Between Reporting 
Not-for-Profit Organizations and 
For-Profit Organizations 

In a relationship between a reporting not-for- 
profit and a for-profit entity, the principles that 
apply should reflect the ownership (stock) interest 



in the for-profit entity. Under the FASB pronounce- 
ments, the concepts of control and economic ben- 
eficial interest are not considered in relation to an 
investment in a related for-profit entity. Under 
GASB pronouncements, once both the conditions 
of control (ability to impose its will) and level of 
ownership (majority voting interest) are present, any 
discussion of economic benefit or liability is spe- 
cious in determining if the conditions for consoli- 
dation are present. 

College and university investment portfolios 
have generally included ownership interests in for- 
profit entities shown as investments. These in- 
vestments have been reflected in the financial 
statements based on the entity’s policy for account- 
ing for cost or market investments. 

If the level of ownership is less than 50 percent 
but more than 20 percent of the voting rights of 
the voting stock, the equity method of accounting 
is appropriate for the investment. Consolidation is 
not appropriate in this situation. If the ownership 
interest is greater than 50 percent of the voting 
rights of the voting stock, then the entity should 
be consolidated. The following discussion repre- 
sents an approach to consolidation within the spirit 
of SFAS No. 94, SOP 94-3, and other authorita- 
tive accounting literature. Adoption of any aspect 
of this approach should be done in consultation 
with the entity’s external auditors. 

Assume that a reporting university located in 
an oil-rich area owns or receives 100 percent of the 
voting stock of an oil company. The university de- 
cides to retain the stock for its portfolio and par- 
ticipate in the management and financial policies 
of the oil company. The requirement for consoli- 
dation exists. External factors — such as the eco- 
nomic well-being of the area, or the possibility that 
a change in the status of the oil company may af- 
fect the areas economy or that the university may 
be acting in accordance with the public service as- 
pects of its mission — are not relevant to the con- 
sideration of which accounting principles are 
applied. 

In a slightly different scenario, assume the uni- 
versity owns or receives less than 100 percent, but 
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still a substantial majority interest, of the oil 
company’s voting stock. The university retains the 
stock in its portfolio because it provides a good re- 
turn on investment and disposing it would adversely 
affect the value of the investment. The board has 
implemented a policy stipulating that the institu- 
tion cannot hold more than a 5 percent equity in- 
terest in another entity and must dispose of this 
investment over time. 4 In this case, the control is 
temporary and consolidation is not required and 
would not be appropriate. The equity method of 
accounting along with disclosure of the relation- 
ship in the footnotes of the university’s financial 
statements would be adequate. 

Finally, assume that this single investment rep- 
resents over 30 percent of the university’s endow- 
ment. Materiality becomes a significant factor in 
this case, affecting not the consideration to con- 
solidate but the consideration of display and re- 
porting in the financial statements. 

In the above examples a public university would 
normally own or receive this ownership interest 
through a separate foundation or fund-raising or- 
ganization, and the issues of consolidation would 
apply to the fund-raising organization but not di- 
rectly to the university. A strict adherence to the 
GASB rules would absolutely require consolidation 
under all three scenarios. The university then faces 
the issues of consolidating its fund-raising organi- 
zation. Most public universities are considering the 
issues related to consolidating the financial state- 
ments of the fund-raising organizations; however, 
in most cases the conditions for consolidation un- 
der GASB No. 14 would be met and consolidation 
would be required. Further, the nature of the fund- 
raising organization is so integral to the university 
that a blended display is the credible presentation. 



These examples demonstrate the need to in- 
volve external auditors in the process of determin- 
ing the appropriate requirements for consolidation. 
The auditors must know and understand the 
university’s investment philosophy as well as the 
nature, extent, and intent of the university’s rela- 
tionship with a for-profit entity when that relation- 
ship exhibits the conditions of control and level of 
ownership. 

When a college or university creates or pur- 
chases a for-profit entity that has as its purpose the 
furtherance of the mission of the college or univer- 
sity, the requirements for consolidation are clearly 
present. However, in the relationship with a for- 
profit entity it is the ownership interest that con- 
trols the consideration of consolidation. 

As described earlier in this guide, consolidation 
is the combination of the financial statements of 
the parent and related entities after the elimination 
of inter-entity payables, receivables, and transac- 
tions. In the final presentation, the group of con- 
solidated entities appears as a single entity. In the 
previous example of an endowed bequest, the con- 
solidation would be reported in the column of the 
university’s statements for permanently restricted 
net assets. Since current accounting convention does 
not recognize “expenses” in permanently restricted 
net assets, it may be acceptable to report the net 
results of operations (after appropriate eliminations) 
in the “revenues and other changes” section of the 
statement on either the “investment and other in- 
come” line or the “net gains and losses” line. The 
balance sheet should fully incorporate the assets, 
liabilities, and equity of the subsidiary. It may be 
preferable to show these lines separately from the 
assets, liabilities, and net assets of the reporting 
entity. A separate presentation allows the reader to 



4. The acquisition and sale of blocks of stock in a subsidiary over time would indicate that if control were present at 
the outset (such as in a gift transaction), it would not be in the future and therefore control would only be temporary. 
Temporary control is not a condition that warrants consolidation. 
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see the impact of the consolidation of the subsid- 
iary. Rating agency analysts and others who calcu- 
late and use ratios will find this presentation helpful 
in seeing the complete picture of the reporting en- 
tity and its subsidiary relationships. Additional dis- 
closure in the footnotes may be appropriate to fully 
portray the nature of the subsidiary and its rela- 
tionship to the reporting entity. 

Methods of Consolidation 

There are three acceptable methods of consoli- 
dation: the economic unit concept, the parent com- 
pany concept, and the proportionate interest 
concept. Each of these methods — as well as the 
equity method, which is an alternative to consoli- 
dation that has been used for reporting an invest- 
ment in an unconsolidated entity — are described 
below. 

Economic Unit Concept 

Also known as the entity theory, the economic 
unit concept presumes that in consolidation the 
entire entity makes up one economic unit. The 
group of entities that make up this one entity are 
operated under a single management. This man- 
agement is represented by both the controlling and 
noncontrolling stockholders. All of the assets, li- 
abilities, revenues, and expenses of the subsidiaries 
are combined in the parent company statements. 
Since both the controlling and noncontrolling 
groups are part of the proprietary group, their in- 
terests are presented respectively in the net equity 
section of the consolidated balance sheet. 

Parent Company Concept 

The parent company concept emphasizes the 
interests of the parent company, rather than those 
of a larger group. Under this concept, the parents 
investments in and gains and losses from its sub- 
sidiary are replaced in the consolidated financial 
statements with the minority interest and 100 per- 



cent of the subsidiary's assets, liabilities, revenues, 
expenses. Whereas the minority (noncontrolling) 
interest under the economic unit concept is part of 
the stockholders equity this interest is displayed 
under the parent concept somewhere between li- 
abilities and stockholders equity. 

The differences between the economic unit 
concept and the parent company concept have to 
do with noncontrolling interests. If a subsidiary is 
wholly owned, no differences exist between the two 
methods. 

Proportionate Interest Concept 

The proportionate interest concept is a varia- 
tion of the parent company concept in which the 
noncontrolling interests in the subsidiary are ex- 
cluded entirely from the parent company's finan- 
cial statements. Under this method, the parent 
company's investment in and gains and losses from 
a subsidiary are replaced with the parent company's 
proportionate interest in the assets, liabilities, rev- 
enues, and expenses of the subsidiary. The minor- 
ity interest is excluded from the balance sheet 
entirely. The proportionate interest concept is prob- 
ably the most commonly used method in higher 
education for consolidated related entities. 

The Equity Method Alternative 

The equity method is an alternative to consoli- 
dating financial statements. Under this method, a 
reporting organization accounts for its proportion- 
ate investment in the related entity. If a difference 
exists between the cost of the investment and the 
actual proportionate equity, the reporting organi- 
zation should reflect this change through its income 
statement and balance sheet. Income from the in- 
vestment (share of earnings and dividends) is re- 
ported in the financial statements of the investee. 
The cost method does not adjust the cost value of 
the investment (unless provision is required for a 
permanent impairment in value) and records in- 
come only when dividends are received. 

The difference between consolidations and the 
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equity method lies in the details reported in the 
financial statements. APB No. 18 describes the ac- 
counting principles applicable to the equity method 
of accounting for investments in common stock. 
The historical rule of thumb has been to use the 
cost method for ownership interests of less than 20 
percent, the equity method for ownership interests 
between 20 and 50 percent, and to fully consoli- 
date the statements for ownership interests greater 
than 50 percent. 

Financial statements of colleges and universi- 
ties are comparatively difficult to read. One argu- 
ment for the equity method has been that it does 
not cloud the statements with financial data and 
information not directly related to the operations, 
assets, liabilities, and fund balances of the report- 



ing organization. The appropriate presentation for 
entities accounted for by the equity method is a 
caption on the balance sheet showing the equity in 
and advances to unconsolidated related entities and 
a single line representing the results of operations 
of the entity in the income statement with addi- 
tional disclosure in the footnotes. 

Until FASB issues a standard on consolidation 
p6licy, the AICPA SOP 94-3 will set the applicable 
GAAP. In the meantime, as the most knowledge- 
able preparers and users of their statements, college 
and university business officers have a responsibil- 
ity to work with FASB toward resolutions which 
provide for a clear and fair presentation of finan- 
cial statements in accordance with generally ac- 
cepted accounting principles. ❖ 
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Eliminations, 
Conformity, and Display 



T he most important issues involved in the 
preparation of consolidated financial state 
ments are elimination of intercompany 
transactions, conformity of accounting policies, and 
display of consolidated information. This chapter 
provides guidance in each of these areas and de- 
scribes the reporting options available. 

Elimination of Intercompany 
Transactions 

A complete consolidation eliminates all inter- 
company transactions, including unrealized prof- 
its (losses) on intercompany inventory transactions, 
receivables, payables, sales, and purchases. If sub- 
sidiaries are 100 percent owned, all intercompany 
transactions should be fully eliminated regardless 
of whether the economic unit, parent company, or 
proportionate interest concept is used. 

As explained in chapter 2, the proportionate 
interest concept of consolidation is probably the 
most commonly used in higher education. For sales 
of inventory from the parent company to the sub- 
sidiary company (“downstream sales”), it is appro- 
priate to eliminate intercompany receivables, 
payables, sales, purchases, and unrealized intercom- 
pany profits and losses resulting from inventory 
transactions but only to the extent of the parent 
company’s proportionate share in the subsidiary. 



Under the proportionate interest concept, the 
noncontrolling interest is eliminated at the outset 
because noncontrolling interest is not reflected in 
the balance sheet of the consolidated statements. 
The same principles apply to inventory sales from 
a subsidiary company to the parent company (“up- 
stream sales”). These principles also apply to other 
sales between parent and subsidiary, such as an in- 
tercompany sale of plant assets or the sale to the 
subsidiary of the goods the parent normally sells to 
outside customers. 

Other alternatives do exist if either the eco- 
nomic unit or parent company concept is used. The 
primary differences revolve around the elimination 
of the unrealized intercompany profits and losses. 
Under the other two methods, 100 percent of the 
intercompany unrealized profits and losses are elimi- 
nated and either allocated to the parent company 
or allocated between the parent company and the 
noncontrolling interest. 

Interest capitalization is another area where 
consolidated reporting may differ from individual 
statements. On a consolidated basis, interest may 
be capitalized in accordance with GAAP to the ex- 
tent of the total interest actually incurred on a com- 
bined basis. (Refer to FAS No. 34 for a complete 
discussion of interest capitalization.) If a weighted 
average of the interest rate is used because the bor- 
rowing entity cannot identify amounts borrowed 
for specific capital assets that qualify for interest 
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capitalization, the interest cost capitalized on a con- 
solidated basis may be different from that reported 
individually. 

Conformity of Accounting Policies 

How should the accounting policies of the sub- 
sidiary be conformed to those of the parent? Gen- 
erally, the accounting practice is not to change the 
accounting policies of the reporting parent organi- 
zation. Rather, the accounting policies of the sub- 
sidiary are modified to conform with those of its 
parent. The purpose is to make the financial state- 
ments more informative regarding the parents re- 
lationship with its subsidiaries, but not to the extent 
of changing the parents accounting policies. Nor 
should the subsidiary’s accounting policies be 
changed to agree with the parent’s if the subsidiary’s 
accounting practices are in accordance with GAAE 
For example, the parent and subsidiary may use 
different methods of inventory valuation (e.g., 
FIFO and LIFO) for separate categories of inven- 
tory and may use different depreciation methods. 
Often the parent and subsidiary are in different 
industries with different accounting and reporting 
practices. In such cases it is not necessary to adjust 
the subsidiary’s reporting to agree with that of the 
parent. Here again, footnote disclosure can be used 
to identify any material differences. 

Display 

In higher education, display may be a more 
difficult question than conformity of accounting 
policies. Because SFAS No. 1 17, Financial State - 
ments of Not-for-Profit Organizations , does not pre- 
scribe a reporting format, various options may be 
available for display of consolidated financial in- 
formation. For example, in consolidated financial 
statements, the operations of a hospital could be 
shown in the unrestricted net assets column or in a 
separate column within the unrestricted net asset 
classification exclusively for healthcare. Deprecia- 



tion could appear in a column for plant activities 
or it could stay in the column with operations. Any 
of the above decisions would be allowed; appropri- 
ate disclosure in the footnotes or the financial state- 
ments would show how the consolidation was 
accomplished. One additional consideration in any 
presentation is the SFAS No. 117 requirement for 
functional reporting of expenses; which can be ac- 
complished on the face of the statement or in the 
notes. The consolidation of the balance sheet pre- 
sents fewer concerns because captions reflecting 
similar assets can be combined or shown discreetly. 
Certainly, separate columns could be combined to 
reflect the consolidated reporting entity. 

In response to SFAS No. 117, some institutions 
are redesigning their financial statements to develop 
prototype statements, but much work remains. The 
ultimate goal is to produce general purpose finan- 
cial statements that meet GAAP and provide ad- 
equate financial information and disclosures to users 
of the statements. 

While FASB institutions have greater leeway 
in the display of consolidated statements, GASB 
has specifically identified the means by which con- 
solidated component units (subsidiaries) should be 
displayed. A discrete presentation using separate 
columns is recommended for relationships that are 
distinct from the normal operating activities of the 
institution, such as a university-owned hospital (as 
described above). Blended presentation is required 
for relationships that are central to the normal ac- 
tivities of the institution, reporting the balances and 
transactions in a manner similar to the institution. 
Once again, to identify the results of operations 
and balances of these component units, displaying 
them by separate line item is appropriate if this 
provides more meaningful statements. Examples 
here include auxiliary activities and research and 
fund-raising foundations. 

Disclosures are required to distinguish between 
discretely displayed component units and blended 
component units. The notes should include descrip- 
tions of the component units and their relation- 
ship with the institution. Disclosure should also be 
made regarding how the user can obtain the sepa- 
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rately issued financial statements of the component 
units. Additional disclosures are required for rela- 
tionships of the institution that are not consoli- 
dated in the financial statements, but nevertheless 
have a financial impact on the institution. GASB 
defines these relationships as “organizations other 
than component units, including related organiza- 
tions, joint ventures, jointly governed organizations, 
and component units of another government with 
characteristics of a joint venture or jointly governed 
organization . . . [and] joint ventures in which the 
participating [institution] has an equity interest.” 



Differing Fiscal Periods 

A difference in fiscal periods between a parent 
and subsidiary does not justify an exclusion from 



consolidation. Ideally the reporting periods of the 
parent and subsidiary should be the same. How- 
ever, as discussed in chapter 1, a difference of no 
more than three months is widely recognized as 
acceptable for consolidation without adjusting the 
financial statements of the subsidiary to the same 
period as those of the reporting parent. 

If more than three months exist between the 
two fiscal periods, it is appropriate to adjust the 
financial statements of the subsidiary to conform 
to the parent’s reporting period. If more than three 
months exist between the ends of the entities’ fis- 
cal years, it would be appropriate to consolidate 
the subsidiary’s quarterly financial statements clos- 
est to the parent’s year end. Any prior accruals for 

) 

and new accruals should be calculated for the ad- 
justed period. ❖ 
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A RB No. 51, as amended by SFAS No. 94, 
comprises the generally accepted account- 
ing principles employed for the consolida- 
tion of related entities in the financial statements 
for independent colleges and universities. AICPA 
SOP 94-3 specifically applies to not-for-profit or- 
ganizations and remains the principal source of 
guidance for such organizations until FASB com- 
pletes its study of the entire consolidation issue. 

GASB No. 14 dictates GAAP for public col- 
leges and universities. It supersedes NCGA State- 
ment No. 7 and therefore overrides the use of FASB 
rules for consolidation of component unit finan- 
cial statements. 

Current accounting practice for consolidation 
varies widely in higher education. Many colleges 
and universities do not consolidate their statements. 
Many use the equity method of accounting instead 
of consolidation for reporting most of their related 
entity relationships. Others report their investment 
portfolios at market, which includes their interests 
in for-profit organizations. Colleges and universi- 
ties that do a full consolidation (as in the typical 
case of a wholly owned hospital) use the propor- 
tionate interest method. In fact, in the majority of 
relationships, not-for-profit subsidiaries are wholly 
owned and therefore a minority interest is not in 
question. In hospital consolidations (and others) 
the specific reporting lines normally found in an 
income statement are not present in the consoli- 
dated statements primarily because of issues of dis- 



play. The nature and display of income and ex- 
penses in higher education financial statements dif- 
fer from those of a hospital. 

Colleges and universities have many types of 
relationships with other entities, some of which 
clearly fall within the guidelines of SFAS No. 94 
and GASB No. 14. Homogeneity issues and clar- 
ity of financial presentation cannot be arguments 
for excluding higher education from generally ac- 
cepted accounting principles applicable to consoli- 
dation. FASB is addressing further issues and 
looking for input from our industry representatives. 
As users and preparers of higher education finan- 
cial statements, business officers need to use an in- 
terpretive process to address the FASB questions of 
consolidation. 

Although higher education is concerned about 
homogeneity, the concerns may be more about dis- 
play and disclosure than about consolidation. When 
consolidation issues arise that are related to homo- 
geneity, consolidation and display may be ad- 
equately resolved through discrete balance sheet and 
statement of activity presentation and full disclo- 
sure in the footnotes. 

The balance sheet presentation should include 
current and long-term assets, current and long-term 
liabilities, and net equity of the related entities. 
SFAS No. 117 requires gross presentation, which 
would apply to the display of consolidated entity 
activities in the financial statements. 

Disclosure in the footnotes should include all 
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information pertinent to the financial condition 
of the related entity and its relationship with the 
reporting parent organization. Pertinent account- 
ing policies, including accounting periods, depre- 
ciation methods, and items like depletion reserves, 
loss provisions, and tax considerations are examples 
of disclosures that if material should be clearly de- 
tailed. The GASB statement further requires dis- 
closure that identifies the differences between 
blended and discretely presented component units 
and tells how to obtain the separately issued finan- 
cial statements of component units. 



The most conservative approach to the ques- 
tion of whether to consolidate is to examine the 
issues of control and level of ownership. If they are 
determined to exist in any construction, then it is 
appropriate to consolidate. If degree of control or 
ownership becomes a significant factor in the 
question then review and consultation with exter- 
nal auditors is appropriate. During the course of 
the audit, the subsidiary relationships of the col- 
lege or university should become apparent to the 
auditors. ❖ 
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T his case study demonstrates the reasons for 
consolidation and the various ways to dis- 
play consolidated statements. Five subsid- 
iary relationships with a parent university are pre- 
sented. Case 1, University Hospital, and case 2, 
Practice Plans, describe two not-for-profit relation- 
ships that also have intercompany transactions be- 
tween the two subsidiaries. The nature of the two 
subsidiaries presented in these cases is relatively 
common in higher education in both the public 
and private sector. While university hospitals and 
practice plans are distinct from education and re- 
search activities, they are integral to the success of 
the medical school within an institution. Case 3, 
University Real Estate Associates, describes a for- 
profit relationship to be consolidated. The for-profit 
enterprise was created by the parent university in 
this case, but it typifies many of the relationships a 
college or university would have with a for-profit 
organization in which it is actively involved. Case 
4, Parent University Foundation, describes another 
not-for-profit relationship that is more typical of a 
public university. Case 3, The Downtown Book 
Cellar, describes a for-profit relationship created by 
virtue of a bequest that is not subject to consolida- 
tion. Taken together, these five cases demonstrate 
the subsidiary relationships most frequently entered 
into by colleges and universities. The applications 
here can be extrapolated to other specific relation- 
ships of any particular college. 

In each of the five cases presented, the or- 



ganization of the subsidiary, its relationship to the 
university, and intercompany transactions are de- 
scribed. The proportionate interest method of con- 
solidation is used in all cases. For subsidiaries in 
which the university has 100 percent ownership, 
there is no difference between the proportionate 
interest method and the economic unity and par- 
ent company concepts. The Parent University re- 
ferred to in each case can be either an independent 
or public institution. Situations where an institu- 
tions status as public or independent results in dif- 
ferences in consolidation will be identified in each 
case. 

Colleges and universities use varying statements 
to report their financial position and results of op- 
erations. The AICPA SOP 94-3 has an effective date 
which coincides with the effective date of SFAS No. 
116, Accounting for Contributions Received and 
Made , and SFAS No. 117, Financial Statements of 
Notfor^Profit Organizations . Because none of the 
prevailing accounting literature currently prescribes 
the display format, the cases do not describe as- 
sumptions about reporting formats for the purposes 
of consolidating statements. The basic statements 
of the entities to be consolidated are shown. If these 
entities are not-for-profit organizations, it is as- 
sumed, for these purposes, that all net assets are 
unrestricted. The Parent University trial balance is 
the work paper against which consolidations are 
shown. Eliminations and consolidation are done 
in one work paper against total net assets. 
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The trial balance of Parent University is pre- 
sented in figure 1. 

Case 1 : University Hospital 

University Hospital is a wholly owned not-for- 
profit hospital operated by Parent University. The 
hospitals board, which consists of 10 members, 
overlaps with the board of the university. Three 
members are university corporate officers, four are 
members of the university’s board, and three are 
appointed by the hospital — one of whom is the 



dean of the medical school. The hospital started a 
major capital expansion in December 1990 and uses 
the university’s resources for capital projects (e.g., 
planning, architect’s fees, bidding, vendor contracts, 
oversight). The hospital is periodically billed by the 
university for the costs of such projects and reim- 
burses the university for its expenditures. In fiscal 
year 1991, the project costs totalled $1,960,000, 
and the hospital reimbursed the university 
$ 750 , 000 . 

University Hospital receives tithing from the 
practice plans (see case 2) of 2 percent of their net 
patient revenues. This income is recorded as 



Parent University 
Trial Balance at June 30, 199X 
($ in '000‘s) 


Total 




Total 


Debits: 




Credits: 




Cash 


$65,690 


Current Liabilities 


$52,578 


Accounts & Notes Receivable 


51,098 


Interfund Balances 


42,294 


Investments 


316,364 


Long Term Debt 


149,719 


Inventories, Prepaids, & Other 


6,075 


Funds Held for Others 


4,398 


Interfund Balances 


42,294 






Land 


37,298 






Buildings, Equipment, 




Tuition & Fees 


144,772 


and Library Books 


291,833 


State Appropriation 


72,894 


Construction in Progress 


24,700 


Endowment & Investment Income 


28,225 






Net Realized Gain on Investments 


3,355 


Expenditures from Operations 


355,685 


Government Contracts & Grants 


80,062 


Payments to Beneficiaries 


1,674 


Private Gifts 


48,931 


Depreciation 


17,266 


Sales & Service 


4,386 


Debt Retirement 


5,292 


Other Sources 


3,040 


Interest on Debt 


6,407 


Capitalization of Plant Assets 


34,942 


Other Changes: 




Other Changes: 




Matured Trusts 


491 


Matured Trusts 


491 


Mandatory Transfers 


9,402 


Mandatory Transfers 


9,402 


Nonmandatory Transfers 


10,188 


Nonmandatory Transfers 


10,188 


Disposal of Plant Assets 


649 


Beginning Net Assets 


552,729 


Total Debits 


$1,242,406 


Total Credits 


$1,242,406 



Figure 1 : Parent University, Trial Balance 
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Balance Sheet at June 30, 199X 




Statement of Activities 








Year Ending June 30, 199X 




($ in ’000’s) 




($ in ’000’s) 




Assets: 




Revenues: 




Cash 


$5,882 






Patient Accounts Receivable 


6,773 


Gross Revenue 


$53,076 


Inventory 


958 


Less: Allowances and Uncollectibles 


(11,284) 


Prepaids and Other 


625 


Net Revenue 


41,792 


Total Current Assets 


14,238 










Expenses: 




Property, Plant, and Equipment, net 


17,369 


Operations 


36,703 


Construction-in-Progress 


1,960 


Depreciation and Amortization 


2,194 


Assets Limited as to Use 


34,542 


Interest 


62 


Unamortized Bond Discount 


953 


Total Operating Expenses 


38,959 


Total Assets 


$69,062 


Excess of Revenue over Expense from Operations 


2,833 






Nonoperating Income 


1,302 


Liabilities and Net Assets: 




Net Surplus 


4,135 


Accounts Payable 


$2,456 






Accounts Payable University 


$1,210 


Beginning Net Assets 


32,212 


Accrued Liabilities 


3,892 


Ending Net Assets 


$36,347 


Total Current Liabilities 


7,558 






Bonds Payable 


25,000 






Capital Lease Obligation - long term portion 


157 






Net Assets 


36,347 






Total Liabilities and Net Assets 


$69,062 







Figure 2: University Hospital Balance Sheet and Statement of Activities 



nonoperating revenue. In addition, in fiscal year 
1991 the hospital purchased land from University 
Real Estate Associates (see case 3) for $1,250,000. 
Both of the entities are subsidiaries of Parent Uni- 
versity and meet the conditions for consolidation. 
The intercompany transactions between subsidiar- 
ies must also be eliminated during consolidation. 

Healthcare services are a vital and integral part 
of the university and its medical school. The con- 
ditions for consolidation are met under both FASB 
and GASB rules. Full consolidation is appropriate, 
but the operations of the hospital and the private 
practices are so large that they could overshadow 



the university’s activities in instruction and research. 
There is also a moral and quasi-legal obligation to 
segregate these funds. Balances for healthcare ser- 
vices are not available for the university’s general 
purposes of education and research unless the hos- 
pital determines these balances to be so by trans- 
ferring them to the university for its use. To make a 
clear distinction of the nature of these activities, 
the university decided to incorporate an additional 
column on its statement of activities as a subcat- 
egory of unrestricted net assets.This is the first year 
Parent University has consolidated University Hos- 
pital. This display format can also fall within the 
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guidelines for a discrete presentation under GASB 
rules. GASB does not address the subject of depre- 
ciation. It may be dealt with separately or included 
along with the operating expenses of the hospital. 
Compensation paid on behalf of the primary gov- 
ernment and other payments for which the primary 
government is liable should be reported as trans- 
fers in and transfers out, in accordance with para- 
graph 57 of GASB Statement No. 14 and paragraph 
14 of GASB Statement No. 24, Accounting and Fi- 
nancial Reporting for Certain Grants and Other Fi- 
nancial Assistance . 

Footnote Disclosures 

1. The footnote containing significant accounting 
policies should name the entity being consolidated 
and the nature of its activities when a separate col- 
umn is used for display. 

2. A footnote describing the legal structure of the en- 
tity (e.g., a not-for-profit public benefit corpora- 
tion organized under the laws of the state whose 
sole corporate member is Parent University). 

3. Balances and activities that are commingled with 
the university’s or reported net should be identi- 
fied. For example, plant assets include $1,960,000 
for construction in progress. Land totals 
$3,500,000; buildings and improvements total 
$3,487,000; net of accumulated depreciation of 
$5,270,000; net of accumulated depreciation of 
equipment of $ 1 0, 1 32,000; and net of accumulated 
depreciation of $8,348,000. Current year deprecia- 
tion equals $2,194,000. Accounts receivable net of 
allowances should be identified. 

4. Major sources of revenue should be identified, es- 
pecially with respect to federal government reim- 
bursement principles. 

5. Any debt guarantees or contingent liabilities that 
the hospital has entered into or that the university 
has guaranteed on behalf of the hospital should be 
disclosed. 

6. Under GASB rules, information should be provided 
on how to obtain copies of the component units 
financial report. 
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Case 2: Practice Plans 

In the early 1 980s a medical school master plan 
that created private practice plans (by clinical spe- 
cialty) was approved by Parent University’s board 
of trustees. To practice in any of these plans, a phy- 
sician must be a member of the medical school fac- 
ulty. If a faculty member wishes to practice clinical 
medicine, he or she must be a member of one of 
the practice plans. The practice plans board includes 
the chair of each clinical department, the dean of 
the school of medicine, and one university officer. 
The practice plans are not-for-profit organizations. 

The individual medical practices contribute 5 
percent of their net patient revenues to the medical 
school and 2 percent of their net patient revenues 
to the hospital. Their net revenues are held for the 
benefit of their respective departments in the medi- 
cal school. In accordance with the agreement, the 
university reimburses the practice plans for the sala- 
ries and wages of all nursing and administrative 
support personnel. The university invests the funds 
of the practice plans and distributes the investment 
income to them twice a year. On June 30, 1991, 
the income earned but not yet distributed was 
$361,000. The actual investments are recorded on 
the practice plans financial statements. University 
activity during the year is recorded in an intercom- 
pany account in Healthcare Services. To fund the 
annual expenditures, the university transfers funds, 
from an internally designated account. During fis- 
cal year 1991, the university borrowed $4 million 
from the practice plans for building renovations for 
a major program in genetic medicine. The $4 mil- 
lion is payable at 10 percent per year, interest only 
for five years. The interest had not been paid on 
June 30, 1991; the expenses and accounts payable 
were recorded on the university’s books. 

Parent University has chosen to display the ac- 
tivities of the practice plans in its consolidated state- 
ments in the column with University Hospital. This 
is the first year the university has consolidated the 
practice plans. As with the hospital, this display 
format is acceptable under both FASB and GASB 
rules. Compensation paid on behalf of the primary 
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Combined Balance Sheets at June 30, 199X 




Combined Statements of Clinical Operations 




{$ in '000's) 




Year Ending June 30, 199X 
• {$ in '000's) 


Departmental 








Clinical Development 

Operations Funds 


Assets: 




Operating Revenue: 




Cash 


$365 


Net Patient Service Revenues 


$33,213 


Investments 


14,158 


Salary Reimbursements - University 


4,893 


Patient Receivables 


6,938 


Total Operating Revenue 


38,106 


Due from University 


761 






Total Current Assets 


22,222 


Operating Expenses 


31,628 






Depreciation 


2,314 






Total Expenses 


33,942 


Investments 


10,138 






Due from University 


4,000 


Investment Income 


1,447 


Equipment 


2,894 


Contibutions to University (School of Medicine) 


(1,230) (431) 


Total Assets 


$39,254 


Contributions to Hospital 


(358) (306) 






Net - Other Changes 


(141) (737) 


Liabilities and Net Assets: 




Beginning Net Assets 


14,824 10,081 


Accounts Payable and Accrued Expenses 


$3,704 


Ending Net Assets 


$18,847 $9,344 


Total Current Liabilities 


3,704 






Other Liabilities 


7,359 






Net Assets: 








Clinical Operations 


18,847 






Departmental Development Funds 


9,344 






Total Net Assets 


28,191 






Total Liabilities and Net Assets 


$39,254 















Figure 3: Practice Plans Combined Balance Sheets and Statements of Clinical Operations 



government and other payments for which the pri- 
mary government is liable should be reported as 
transfers in and transfers out in accordance with 
paragraph 57 of GASB No. 14 and paragraph 14 
of GASB No. 24. 

Footnote Disclosures 

The footnote disclosures for case 2, Practice 
Plans, are the same as those listed in case 1, Uni- 
versity Hospital. 



BEST COPY AVAILABLE 




Case 3: University Real Estate 
Associates 

In fiscal year 1990, Parent University created a 
for-profit real estate development corporation for 
the purpose of building town homes and condo- 
miniums for faculty and staff and developing the 
land surrounding the campus. The capitalization 
of this corporation, University Real Estate Associ- 
ates, came from a $3 million university investment. 
In return for the capital investment, the university 
received 3,000 shares of no par value stock and a 
guaranteed return of 6 percent of its investment 
annually. The university is the sole member of the 
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Statement of Operations and Retained Earnings 




Balance Sheet at June 30, 199X 




Year Ending June 30, 199X 




($ in '000's) 




($ in *000's) 




Assets: 




Revenues 


$15,587 






Expenses 


15,104 


Cash 


$193 


Net Income 


483 


Receivables 


4,493 






Project Investments 


11,668 






Fixed Assets, net 


1,816 






Other Assets 


125 


Retained Earnings, Beginning of Year 


U22L 


Total Assets 


$18,295 


Retained Earnings, End of Year 


$383 


Liabilities and Stockholder’s Equity: 








Current Liabilities: 








Accounts and Notes Payable 


$810 






Long Term Debt 


14,102 






Total Liabilities 


14,912 






Stockholder's Equity 


3,000 






Retained Earnings 


383 






Total Liabilities and Stockholder's Equity 


$18,295 







Figure 4: University Real Estate Associates Balance Sheet 
and Statement of Operations and Retained Earnings 



corporation. University Real Estate Associates was 
expected to show a profit after three years. The 
university used the cost method to report its rela- 
tionship with this subsidiary in fiscal year 1990 on 
the basis of materiality. Its equity interest is carried 
at cost as a $3 million investment on the balance 
sheet. In fiscal year 1990 the corporation had an 
immaterial net loss that was not reflected in Parent 
University’s financial statements. In fiscal year 1991 
the corporation showed a profit of $483,000. (No 
liability for tax provisions is recorded for purposes 
of this case. This is an issue separate from consoli- 
dation.) University Real Estate Associates is cur- 
rently negotiating with three other parties to 
develop a commercial and retail plaza costing in 
excess of $25 million. The outlook for this venture 
is positive; the corporation is already showing a 
profit and is expected to continue to do so. The 



O 




corporations visibility and relationship to Parent 
University are pronounced in the community. The 
conditions for consolidation exist, and the univer- 
sity will fully consolidate University Real Estate 
Associates beginning in fiscal year 1991. 

In August 1990 University Real Estate Associ- 
ates sold land to University Hospital for its capital 
expansion. The hospital used $1,250,000 of the 
proceeds from its tax-exempt bond issue to pur- 
chase the land. University Real Estate Associates 
purchased the land for $1 million in fiscal year 
1990. Under GASB rules, this transaction is not 
an activity that would be blended with the balances 
and activities of the university. Thus, a discrete pre- 
sentation is recommended in this case. 
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Footnote Disclosures 

1 . A footnote describing the legal structure of Univer- 
sity Real Estate Associates and Parent University’s 
level of ownership (e.g., a for-profit corporation 
organized under the laws of the state whose sole 
corporate member is Parent University). 

2. Major activities of the organization and types of 
revenue should be identified. 

3. Balances and activities that are commingled with 
the university’s should be identified. 

4. Condensed balance sheet and statement of opera- 
tions should be displayed so that users can pull out 
the effects of the subsidiary if so desired. Major in- 
tercompany transactions which have been elimi- 
nated should be identified. 

5. Any debt guarantees or contingent liabilities the 
entity has entered into or the university has guar- 
anteed on behalf of the entity should be disclosed. 

6. Under GASB rules, information should be provided 
on how to obtain copies of the component unit’s 
financial report. 



Case 4: Parent University Foundation 

Parent University Foundation is a separately 
incorporated not-for-profit organization whose 
board is controlled by Parent University. The 
activities of the foundation are for the exclusive ben- 
efit of Parent University. The foundation is respon- 
sible for the auxiliary activities of the university, 
such as parking, dining, housing, stadium opera- 
tions, and intercollegiate athletics. The foundation 
conducts these activities throughout the year and 
reflects a transfer of the estimated surplus from 
operations to the university. By June 30, 1991, the 
foundation had booked a transfer and accounts 
payable to the university of $3,216,000. 

Because Parent University Foundations activi- 
ties are intertwined with the university, GASB rules 
would call for a blended presentation. Public uni- 
versities usually show supplemental statements of 
operations of such a foundation. Typical functions 
performed for public universities by one or more 



Combined Balance Sheets at June 30, 1991 




Combined Statement of Activities 




($ in ( 000's) 




Year Ending June 30, 199X 
($ in ’000’s) 




Assets: 




Operating Revenue 


$21,471 






Operating Expenses 


17,540 


Cash 


$1,471 


Excess of Revenues over Expenditures 


3,931 


Accounts Receivable 


11,089 






Investments 


9,666 


Transfer to Parent University 


3,216 


Total Assets 


$22,226 


Net Increase in Fund Balance 


715 


Liabilities and Net Assets: 




Beginning Net Assets 


6,277 






Ending Net Assets 


$6,992 


Accounts Payable 


$12,018 






Due to Parent University 


3,216 






Total Liabilities 


15,234 






Net Assets 


6,992 






Total Liabilities and Net Assets 


$22,226 















Figure 5: Parent University Foundation Combined Balance Sheets and Statement of Activities 
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separately incorporated organizations are parking, 
dining, housing, stadium operations, intercollegiate 
athletics, private gifts (including endowment in- 
vestment and management), capital campaigns, stu- 
dent unions, student organizations, booster clubs, 
bookstores, and sponsored research. Independent 
universities do not usually create separate founda- 
tions for these purposes. For an independent uni- 
versity, the auxiliary activities are accounted for in 
unrestricted net assets. 

Footnote Disclosures 

1. A footnote describing the legal structure of Parent 
University Foundation and Parent University’s level 
of ownership (e.g., a not-for-profit public benefit 
corporation organized under the laws of the state 
whose sole corporate member is Parent University). 

2. Major activities of the organization and types of 
revenue should be identified. 

3. Balances and activities commingled with the 
university’s should be identified. 

4. Condensed balance sheet and statement of opera- 
tions should be displayed so that users can pull out 
the effects of the subsidiary if so desired. Major in- 
tercompany transactions that have been eliminated 
should be identified. 

5. Any debt guarantees or contingent liabilities entered 
into by the entity or guaranteed by the university 
on behalf of the entity should be disclosed. 

6. Under GASB rules, information should be provided 
as to how to obtain copies of the component unit’s 
financial report. 

Case 5: The Downtown Book Cellar 

In fiscal year 1990 the university received a be- 
quest from the estate of Mr. Doe, who left his 70 
percent interest in the Downtown Book Cellar, the 
principal of which is to be held in perpetuity and 



the income to support the university library. The 
bookstore has three other owners who have 10 per- 
cent interests each in the store. The university is 
not precluded in the will from selling its interest in 
the bookstore. The university is actively negotiat- 
ing with the other three owners to sell its interest 
and has no intention of retaining the interest in 
the bookstore. 

In fiscal year 1990 the university recorded an 
investment asset and a permanently restricted gift 
of $1,488,000, which represented the fair market 
value at the date of receiving the gift. This amount 
is equal to the capital stock and retained earnings 
share of Mr. Doe on August 31, 1991 (the fiscal 
year end of the bookstore). 5 

Because control is determined to be temporary, 
after consulting with its auditors, the university 
decided that accounting for the investment using 
the equity method is appropriate. 

In fiscal year 1991 the university recorded in- 
vestment income of $279,000 and a gain (an in- 
crease in investment) of $ 191 ,000 ($470,000 share 
of earnings less $279,000 dividends declared and 
paid). The total investment on the university’s books 
is now $ 1 ,679,000. 

Footnote Disclosures 

1 . Nature of the gift and identification of the use of 
the equity method of accounting should be dis- 
closed. 

2. Major activities of the organization and types of 
revenue should be identified. 

3. Condensed balance sheet and statement of opera- 
tions should be displayed so that users can pull out 
the effects of the subsidiary if so desired. 

4. Under GASB rules, information should be provided 
on how to obtain copies of the component unit’s 
financial report. 



5. In a real situation the estate would have to be appraised for tax purposes and the market value would most likely 
not be equal to the capital stock and retained earnings. 
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Case Study 



Balance Sheet at August 31, 199X 




Statement of Operations and Retained Earnings 




($ in '000's) 




Year Ending August 31, 199X 








($ in '000's) 




Assets: 




Sales 


$3,080 


Cash 


$248 


Cost of Goods Sold: 




Accounts Receivable 


130 


Begining Inventory 


702 


Merchandise Inventory 


420 


Purchases 


1,342 


Plant and Equipment, net 


2,003 


Ending Inventory 


420 


Total Assets 


$2,801 


Cost of Goods Sold 


1,624 






Gross Profit on Sales 


1,456 


Liabilities: 








Accounts Payable 


$459 


Expenses 


356 






Net Income before Taxes 


1,100 


Stockholder's Equity: 




Income Taxes 


429 






Net Income 


671 


Minority Interest: 








Capital Stock 


234 


Retained Earnings: 




Retained Earnings 


429 


Minority Interest: 




Total Minority Interests 


663 


Retained Earnings B of Y 


348 






Minority Interest - Net Income 30% 


201 


Controlling Interest: 




Dividends Declared and Paid 


120 


Capital Stock 


546 


Retained Earnings E of Y 


429 


Retained Earnings 


1,133 






Total Controlling Interests 


1,679 










Controlling Interest: 




Total Liabilities and Stockholder's Equity 


$2,801 


Retained Earnings B of Y 


942 






Controlling Interest - Net Income 70% 


470 






Dividends Declared and Paid 


279 






Retained Earnings E of Y 


$1,133 



Figure 6: The Downtown Book Cellar Balance Sheet 
and Statement of Operations and Retained Earnings 



Eliminations 

1. Eliminate Parent University’s receivable 
($1,210) from hospital and hospitals payable 
to university for project costs not yet reim- 
bursed on June 30, 1991. 

2. Eliminate tithing ($664) from practice plans 
to University Hospital. 

3. Eliminate gain ($250) on sale of land from 



University Real Estate Associates to University 
Hospital and reduce hospital land value to $1 
million. 

4. Eliminate practice plans tithing ($1,661) to 
university. 

5. Eliminate Parent University salary reimburse- 
ments ($4,893) to practice plans. 

6. Eliminate accrued investment income ($361) 
between Parent University and practice plans. 
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Consolidating Financial Statements 



7. Eliminate accrued investment income on $4 
million loan ($400) to university from prac- 
tice plans. 

8. Eliminate practice plans loan of $4 million to 
Parent University. 

9. Eliminate investment income ($580) to Par- 



ent University from University Real Estate As- 
sociates. 

10. Eliminate revenue and receivable on Parent 
University’s books and transfer from founda- 
tion ($3,216). ❖ 
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Pronouncements Applicable 
to Independent Institutions 



Appendix A American Institute of 

Certified Public Accountants 
Statement of Position 94-3 



Appendix B Financial Accounting Series 

Preliminary Views on 
Conxolidation Policy 

Appendix C Other Pertinent Rulings 



Appendix A 

American Institute of Certified Public 
Accountants Statement of Position 94-3 

SUMMARY 



This statement of position (SOP) amends and makes uniform the guidance 
concerning reporting related entities in the following AICPA publications: 

• Industry Audit Guides Audits of Voluntary Health and Welfare Organi- 
zations and Audits of Colleges and Universities 

• Audit and Accounting Guide Audits of Certain Nonprofit Organizations 

• SOP 78-10, Accounting Principles and Reporting Practices for Certain 
Nonprofit Organizations 

The conclusions in this SOP are based on the premise that (1) whether the 
financial statements of a reporting not-for-profit organization and those of 
one or more other not-for-profit or for-profit entities should be consoli- 
dated and (2) the extent of disclosure that should be required, if any, if 
consolidated financial statements are not presented should be based on the 
nature of the relationship between the entities. 

The guidance in this SOP focuses on (1) investments in for-profit entities 
and (2) financially interrelated not-for-profit organizations. That guidance 
includes the following: 



Investments in For-Profit Entities 

• A reporting not-for-profit organization should consolidate a for-profit 
entity in which it has a controlling financial interest through direct or 
indirect ownership of a majority voting interest if the guidance in 
Accounting Research Bulletin (ARB) No. 51, Consolidated Financial 
Statements , as amended by Financial Accounting Standards Board 
(FASB) Statement of Financial Accounting Standards No. 94, Consoli- 
dation of All Majority -Owned Subsidiaries , requires consolidation. The 
manner in which the for-profit entity's financial position, results of 
operations, and cash flows are presented in the reporting organizat ion’s 
financial statements depends on the nature of the activities of the 
for-profit entity. 

• A reporting not-for-profit organization should use the equity method in 
conformity with Accounting Principles Board (APB) Opinion No. 18, 
The Equity Method of Accounting for Investments in Common Stock , to 
report investments in common stock of a for-profit entity if the guidance 
in that Opinion requires the use of the equity method. 

• Some AICPA audit guides applicable to some not-for-profit organiza- 
tions permit investment portfolios to be reported at market value. 



© 1994 by American Institute of Certified Public Accountants, Inc. Reprinted with Permission. 
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Consolidating Financial Statements 



Not-for-profit organizations that choose to report investment portfolios 
at market value in conformity with the AICPA audit guides may do so 
instead of reporting those investments by the equity method, which 
otherwise would be required by this SOP 

Financially Interrelated Not-for-profit Organizations 

• A not-for-profit organization should consolidate another not-for-profit 
organization in which it has a controlling financial interest through 
direct or indirect ownership of a majority voting interest, unless control 
is likely to be temporary or does not rest with the majority owner, in 
which case consolidation is prohibited, as discussed in paragraph 13 of 
FASB Statement No. 94. 

• A not-for-profit organization should consolidate another not-for-profit 
organization if the reporting not-for-profit organization has both con- 
trol of the other not-for-profit organization, as evidenced by either 
majority ownership or a majority voting interest in the board of the 
other not-for-profit organization, and an economic interest in the other 
not-for-profit organization, unless control is likely to be temporary or 
does not rest with the majority owner, in which case consolidation is 
prohibited, as discussed in paragraph 13 of FASB Statement No. 94. 

• A not-for-profit organization may exercise control of another not-lor- 
profit organization in which it has an economic interest by means other 
than majority ownership or a majority voting interest in the board of 
the other not-for-profit organization. In such circumstances, the not- 
for-profit organization is permitted, but not required, to consolidate 
the other not-for-profit organization, unless control is likely to be 
temporary, in which case consolidation is prohibited, as discussed in 
paragraph 13 of FASB Statement No. 94. If a not-for-profit organization 
controls another organization in which it has an economic interest 
by means other than majority ownership or a majority voting interest 
in the board of the other not-for-profit organization and consolidated 
financial statements are not presented, the not-for-profit organization 
should make the financial statement disclosures specified in para- 
graph 12. 

• If either (but not both) control or an economic interest exists, the finan- 
cial statement disclosures required by FASB Statement No. 57, Related 
Party Disclosures , should be made. 

The conclusions in this SOP will be reconsidered when the FASB com- 
pletes its project on consolidations and related matters, which may affect 
the definition of control and other related matters. 

This SOP is effective for financial statements issued for fiscal years begin- 
ning after December 15, 1994, except for not-for-profit organizations that 
have less than $5 million in total assets and less than $1 million in annual 
expenses. For those organizations, the effective date shall be for fiscal years 
beginning after December 15, 1995. Earlier application is permitted. For 
organizations that adopt FASB Statement No. 117, Financial Statements of 
Not-for-Profit Organizations , before its effective date, earlier application of 
this SOP is encouraged. Comparative financial statements for earlier 
periods included with those for the period in which this SOP is adopted 
should be restated. 
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Appendix A 



Reporting of Related Entities 
by Not-for-Profit Organizations 

Introduction 

1. The purpose of this statement of position (SOP) is to pro- 
vide guidance to users and preparers of not-for-profit organizations’ 
financial statements that will produce greater uniformity and com- 
parability in the reporting of investments in majority-owned for-profit 
subsidiaries, investments in less than 50-percent-owned for-profit 
entities, and related but separate not-for-profit organizations. This 
SOP does not address how to prepare consolidated financial state- 
ments, 1 nor does it address all the conceptual issues underlying the 
reporting of relationships not evidenced by ownership. 2 



Scope 

2. This SOP- 

• Amends and makes uniform the guidance concerning the reporting 
of related entities in the following AICPA publications: 

— Industry Audit Guides Audits of Voluntary Health and Welfare 
Organizations and Audits of Colleges and Universities 
— Audit and Accounting Guide Audits of Certain Nonprofit 
Organizations 

— SOP 78-10, Accounting Principles and Reporting Practices for 
Certain Nonprofit Organizations 3 



1 Consolidation of a parent and subsidiary organizations requires the presentation of a single 
set of amounts for the entire reporting entity. Combination, as discussed in paragraphs 22 
and 23 of Accounting Research Bulletin (ARB) No. 51, Consolidated Financial Statements , 
refers to financial statements prepared for organizations among which common control 
exists but for which the parent-subsidiary relationship does not exist. Both consolidation and 
combination require elimination of interorganization transactions and balances. This SOP 
provides no guidance concerning commonly controlled not-for-profit organizations. 

2 As discussed in appendix C, the Financial Accounting Standards Board (FASB) has on its 
agenda a project on consolidations and related matters. One of the phases of that project 
concerns financial reporting guidance for not-for-profit entities. 

3 SOP 78-10 has no effective date. This SOP amends, but does not affect the status of, 
SOP 78-10. 
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• Does not apply to entities or activities that are covered by 

the AICPA Industry Audit Guide Audits of Providers of Health 

Care Services 

Conclusions 

3. This SOP provides guidance for reporting (a) investments in 
for-profit majority-owned subsidiaries, ( b ) investments in common 
stock of for-profit entities wherein the not-for-profit organization has 
a 50 percent or less voting interest, and (c) financially interrelated 
not-for-profit organizations. 

4. Whether the financial statements of a reporting not-for-profit 
organization and those of one or more other entities should be con- 
solidated, whether those other entities should be reported using the 
equity method, and the extent of the disclosure that should be 
required, if any, should be based on the nature of the relationships 
between the entities. 

Investments in For-Profit Majority-Owned Subsidiaries 

5. Not-for-profit organizations with a controlling financial interest 
in a for-profit entity through direct or indirect ownership of a majority 
voting interest in that entity should follow the guidance in ARB 51, as 
amended by FASB Statement No. 94, Consolidation of All Majority- 
Owned Subsidiaries , in determining whether the financial position, 
results of operations, and cash flows of the for-profit entity should be 
included in the not-for-profit organization’s financial statements. 

Investments in Common Stock of For-Profit Entities Wherein the 
Not-for-Profit Organization Has a 50 Percent or Less Voting Interest 

6. Investments in common stock of for-profit entities wherein 
the not-for-profit organization has 50 percent or less of the voting 
stock in the investee should be reported under the equity method 
in conformity with Accounting Principles Board (APB) Opinion 
No. 18, The Equity Method of Accounting for Investments in Common 
Stock, if the guidance in that Opinion requires use of the equity 
method, subject to the exception in paragraph 7 of this SOP. Also, 
not-for-profit organizations should make the financial statement 
disclosures required by APB Opinion 18 if the guidance in that 
Opinion requires them. 
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